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I. The Soviet Eéondmy?on the Eve of the Summi t

The long-term outlook for the Soviet economy. Lemaina
bleak, and the disappointing .performance over the last 8ix
months has further|driven home to the leadership the fact
that riging:resourceicosts; impénding energy and labor
shortages, and sluggish . productivity cannot: be overcome
easily or soon. The winter of 1978/79 neariy brought economic
growth éo a standstill; ‘raising.demand for energy while at
the same time making energy and ‘other raw materials more

difficult to prodﬁce and distribute

Outlook

On balance, the short-term outlook for the economy is
gloomy.ﬁ Poor indu#trial performance in 1979 will impede the
investment programé éhat underlie Moscow's effc~ts to turn
the economy aroundi Investment growth will be harder to achieve
in 1979 because of:shoftfalls in construction materials, ~
machinery, and ferrous hetdls. This, in turn, will hinder |
efforts to accelerate additions of new industrial capacity,
:setting back Moscow!'s program toimOdernize the cconomy‘s

.stock of plant and equipment

More important! :longer-term. prcspects are worse. Our

_forecasta on enerqy! production seem to be holding true. The

.USSR's o1l industryjis likcly tc;enter a;no-growth stage
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by 1980, followed by steady production declines in the early
19803 (Figure“l).ulWest ‘Siberia, which accounted for{more than
two-fiftha ‘of Sovietﬂoilaproduction in l978,~is the key to

oil prospects forﬁthéffdreéeeable futnre because rising output
in this regionnishqurrently orrsetting progressively steep
declines in the reéndainderof thd USSR. West Siberia,.however,
zfacea.serioue dif{#ccltic;ﬁand;q probable decline ingoutput
*in the early'198054, Especially 'significant- 'is the anticipated
-drop in oil production at the super—giant Samotlor oilfield
by 1980-81. We believe that even a moderate decline in West
Siberian production'would leaa to a sharp drop in national
production.

Soviet off1c1als also acknowledge the challenge to policy

implicit in the acverse demographic trends expected in the

19803. The natural' increaae in the working-age pOpuldtion
will drop off to about 300,000 per year by the mid-19805
(Figure 2). Moreover, from!now_until the late l980e,?incre-.
ments to the laboriforce’will come almost exclusively?from

the less-skilled and less-mobile Turk!c populations of Central
Asia and the Transcaucus republics. But most of the growth
in energy and raw material supplies, especially energy, is
occurring east of the Urals{ while most industrial capacity

is still in the European areas of the USSR.




resouttes
The critical policy issvae will be the cametition ror investmwent/

among (1) Central Asia, where most of the growth in labor

will occur, (2) Siberia, where the. infxa«tructure and ‘induatrial
facilities needed to exploiﬁ energy and other raw materials

are sofely lackiné,iandt(3)fthe European USSR, which is labor
short and raw mater;alsgand'energy poor but where invastment

can be carried out morefcheeply by modernizing and expanding
existing facilitiesfratﬁer than by buiiding plants from the
ground up. In any;ease, Central Asian and Siberian development
will preempt an increasiné share of total investment, while

the growth of total.investment continues to decline.

The impact of impending resource constraints on the USSR's
economic growth cannot be softenod if the Soviets are no more
succesgful than in the past in using labor, capital, and natural
resources more efiiciently. —Although the leadership recognizes
the need for change, the Soviet system is no£ designed to
change easxly; The foundations of the svstem - _
dlrective planning, central allocation of resources, adminis—
tratively-set prices, and incentives oriented toward quantitative
production goals -- discourage innovation and ehcourage redundancy
and Qaste in the use of resources. Thus, productivity
gains from addition~l labor and capital are low and have
slumped in the 1970s. Rising costs of extracting,
processing, and delivering raw materials, together with slower

growth of fixed capital make a rebound in productivity unlikely

under the present system.
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Meanwhile agriculture remains a major ecorom.c headache

for the Soviet leadership. Although Sovie: farm production
has climhed well above the level of a decade ago, severe
shortages of meat #nd quality food persist. Some of the rise
in farm output reflects a massive infugioﬂ of invesﬁment,

- but relatively good weather has been responsible for roughly
half of the incre&se in érain production between the early
1960s and the mid 1970s. ' This situation could change 1ii the

- 1980s 1f weather conditions become more normal -- that is,
harsher. While the outlook, for agricultural production is

- uncertain at best, consumer incomes and expectations will

continue to rise and with them the demand for more and better
quality food. Soviet leaders will probably have to continue

buying large quantities of grain and other agricultural products
On balance we expect growth in QP to continue to slow — averaging

about 3 percent per year for the next few years and then dropping to little
more than 2 percent in the mid-1980s because of increasig energy and

lanpower constrainte.
: Economic Policy Choices

Faced with these prospects, President Brezhnev and his
colleagues must come to grips with hard choices over fesource
allocation in the very near future. Fundamental policy de-
cisions must be taken over the next year as the economic plan
for 1981-85 is being formulated and as measures looking forward
to 1990 are approved. These decisions are further complicated
by the necessity to consider the future needs and potential
of the East European client states, whose dependence on the

USSR for energv and other raw materials is likely to increasc
n the 1150 5, (%)
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So far there is no evidence that the Soviet iteadership
has settled on a long-term strategy for coping with its
economic dilemmas. Instead, it has been temporizing oﬁ policy

| decisions; reacting rather than redressing. Arguments cver.
allocation decisions and management 6f the economy reveal
conflicting claims and divided advice at thc middle levels of

government, and caution verging on immobility in the Politburo.

II. Impact of Economic Problems on Arms Limitation and
Soviet Defense Spending

‘The Soviet Attitude Toward Defense Spending

President Brezhnev and Premier Kosygin have frequently
alluded to the weight of the arms burden on the economy, and
the Soviets obviously recognize that high levels of defgnse
spend%ng impocue serious economic costs ~- notably in investment,
but also in consumption. Although:Brezhnev is likely to
deplore these costs at the summit, the perceived benefits
derived from military spending have made Soviet leaders loss -
resentful than we are of high defense budgets, and moie yillinq
so far to make the economic traéeoff. They accept ghe economic
sacrifice because they believe it does in fact enhance Soviet
military security. They also accept it because the achievement
of substantial military gains vis-a-vis the US provides a foundation for domard-
ing acceptance of all the éthur claims of superpowerstatus,

and for projecting Soviet influence across the globe. They .




Tealize that the Soviet Union's role as a great power has

its origin far more in military might than in economic

efficiency or in the attractiveness of the Soviet political

model. Nonetheless, the deteriorating economic sitﬁaﬁio:

could well lead thé Politburo to strike a new balance Setween the
| ;

economic costs andépolitical benefits of continuing growth in

military spending.

Momentum of the Soviet Arms Buildup
If the Soviets follow through fully on programs now in

train, overall defense outlays -- which [resently constitute
11-12 percent of GNP :--- would continue to rise at a rate of
4-5 percent annually.through the early 1980s --
even if SALT IXI enters int.o force.. As a result, growth
in'defe;se spending would far exceed‘growth in GNP (Figure 3).
Qualitative factors alone will tend to push.Soviet defense
spending up in the 1980s, especialily the requirement'fo; high
technology solutions to current force deficiencies and future
US threats. High technology weapons systems projected for the
1380s will be particularly cosﬁly. Advanced aerodynamic
weapons, high technology electronics -- especially sophisticated
radars, submarine detection and communications systems -- and
advanced nuclear weapdns designs will account for a large
share of procurement. expenditures. These expenditures --

together with continued rapid growth in RDT&E -- will shape_

the trend of total defense expenditures.




vecisions regaraing military programs now in train were
reached some time ago and probably could be altered only at
the margin -- perhaps by stretching out and some salectjvé»
pruning 1if mounting economic pressures forced action on this
front. However, décisionsvmade-from now on, which will affect
resource allocatioﬁs for defense in the mid-to-late eighties,
may show greater céncern for the military drain on the
economy . |

Fron the economic standpoint, the importance of SALT II
to the Soviets therefore lies not in immediate savings, which
are small in relation to the total level of military spending,
but in future cost avoidance that SALT II makes politically
conceivable. Ratification of the SALT II Treaty by the Senate
would mage it easier for Soviet leaders inclined to do so to
argue that the dinger from the West has slackened and that more
resources can be directed to meet civilian economic needs.
Such an argument would also come into play in justifying‘furtgcr
arms limitation initiatives -- for oxample SALT II Or»MBFR. |

SALT ZI and followup arms talks would also provide -
political bauis for advocating -- and ogfaininq -- an expansion
of trade ties with the West. Given the present staté of the
economy, Soviet leaders may see thesir economic znu military
aspirations best served by a policy of increasing. commercial

relations with the West and encouraging an influx of Westermn




machinery and techhology._;Advanced Western equipment and
technologqy impartad by.the¥USSR often has both civilian ang
military-related applications, 80 a greater flow of such
technology inevitably helpa military-related production. The
flow of technology,alreadyltouches sensitive areas in the
comnputer and electfonics fields. Warmer relations, éspecially
with the US, would also encourage the West to grant more Credits
on better terms to the USSR in the 19808, when we expect an

. economic crunch. ;For‘q time such credits would support a
welcome inflow ofﬁéesoorceé, which -- however -- would have to
be repaid by an exoess of Soviet exports over imports --

probably in the 1990s.

III. Impact of Economic Froblems on Trade with the West

In. the mid-1970s, the Soviet leadership -- confronted
with rising hard-currency_debt, difficulties in assimilating
Wester.u technology.vand perhaps some domestic opposition to
squandering the national patrimony -- seems to have taken a
more cautious attitude toward commercial relations withthe
West. They have learned that even under detente Weatern
governments cannot .commit thoir private sectors to increased
trade with the USSR. 1In addition, the cyclical behavior of
Westarn markets has made export planning difficult, and Soviet
manufactured goods have made little headway in these markets.
The conaervativa stance toward trade taken during 1977-78
probably will yield in the 1980s, however, to a policy of
exploiting East-West trade for all POssible help in surmounting

domestic economic problemsJ: ' ::7

-




:}in’AprilwiQ79 the Plenum decided

Estate of the Soviet economy, more

Briei bR C | |

.attention muut be?paid t,uthe economy in the future, and Soviet
. ', fi o

'olicy_must e uued in aupport of internal economic

sl i 1

" ""'.: :;lj Al i ibk . : . .
USSR ahodl navellittle difficulty borrowing in the

;. l:“| ! l

o'do'so over the next few years.§ Bankers

A

?and governmenta 'sider"the Soviet Union to be a good crodit

risk,“and-bank liqu&dity is'high. aAs domestic oil production
tails off howeVGr,,oil exports for hard cuarrency are likely
to fall a-z Moscow balances the requirements of Eastern Europe
against the grow1ng neeas of the Soviet economy. We believe
that the USSR will have to import Western oil on a net basis

by the mid 19805, a shift that will encroach on Moscow' s
l

capacity to buy grain and import Western machinery and tech-
nology '

Thus, the expected economic slowdown, and the energy situation
|’!

make commercial and scientific relations with the West all

the more valuab‘e to the USSR First of all, the USSR will
l

need inports from the West to deal with garticvlar domestic

1
I
i

5hortfalls

P

;gj The leade,.‘ip Y polity of improving the consumer
diet is expected to requirc between 15 million and

25 million tons of imported grain annually for the

next: several years
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‘o We do not expeat the Soviets to overcome rapidly
t:“ the difficulties in steel production that hav° led
i |

to- large purchases of Western steel products in
. lg] . !_;; ‘ (
recent yearst In particular, planned Sov19t natural

gas and oil pipeline tonstruction will require

'%?; substantfal imports of Western 1arge diameter pipe.

XOJ During t?e 19808, the USSR prub.bly will have to

'j-spend hard currancy to import oil - mainly for

5 ey !
'Eastern E'rope. {; i i
l 1 . :

Because of the prospective decline in Soviet oil production,
aE

|
‘the impetus to obrain assistance in euergy exploration and

‘development will be especially strong Mednwhile the importance
of boosting productivity throughout the economy, probably will
lead Moscow to seek additional Western technology and equipment
for a broad range of sectors. But, Soviet.imports will be held
down by the competition with oil and grain for available hard
currency. Under these circumstances, maintenance and expansion
of Soviet trade with_the developed West will depend increasingly
on (1) its success.an negotieating compensation agreements'with
Western firms so as to assure an.expansion of exports'and (2)
its willingness and ability to increase markedly Soviet medium-

and long-term debt to the West.

10




5

RG.Le of the US

Although the USSR can find most of the equipment, tech-
nology and credits’ that it needs in Western Europe and Japan, -
Soviet policymakers still have a high regard for US technology

‘and believe that the US market has the potential to absorb |

. | i
substantial amountsiof Soviet exports. Moscow seeks, above

all, to obtain a sustained end secure trading relationship with
the US.complemented by unhampered access to long- term govarnment-
backed credits. - [

The’USSR viewsiUS partidipation in Soviet projeots as
highly desirable fot several reasons. US firms are often
uniquely suited to provide the technology, equipment and
services needed for;the large projects envisioned by the USSR.
This is particularly true in the field of energy exoloration
and development. Only the US at the moment has a completeiy
integrated petroleum industry that can provide the necessary
engineering know-how, experience, equipment, services, and --
perhaps most importent—— the capitalvto put together a complete
technology package tn‘a scale which can benefit the SoQiet
petroleum industry.é Given current Soviet economic and energy
'problemq Moscow maygwell view this as an opportune time for a

‘broad technical assistance program between the US and the USSR

in which US firms would become more actively involved in Soviet

oll exploration and production and other large-scale energy

development projecté. US firms for thelr part, are likely
to become increasingly interested in such participation as the

world oil supplies tighten. |
!
15— .
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- VI. The Economg:_"_ tne S Ul ©

What the Soviets Went

i

General Objective. 'The leadership in approaching the
- : | ' l
summit’ would undoubtedly 1ike to encourage a E

: dialogue with the US government that would lead over time
l

to a predictable, sustained, and growing economic relation-

ahip;w It would iike to be aole to count on the par\icipa-
tion of the us private'sector as if formulates its economic
plans for 1981—85 and beyond, it believes such partic1pation
could make a difference in how the USSR copes with its
economic problems in the 1980s.

Repeal of Jackson-Vanik and Granting of Most-Favored-

Natiod Status. In economic terms, the most immediate

hoped-for gain from a repeal (or dependable'waiyer)'of
Jackson-Vanik would be access to government-backed credits.
Passage of the Stevenson_Amendment to Exim-bank legislatiocn
limiting credits:to the USSR to $75 uillion a year and b
$300 million over four jears (without Congressionai approval)
was probably more important than the Jackson-Vanik Amendment
in leading the Soviets in January 1975 to disavow the trade
*agreement reached with the NixonvAdministration. ‘Moscow
could hope for large-scale credits only if Steveneon amend-
ment restrictions are eased substantially.

Although the Soviets realizec MFN is unlikely to lead

to.any short-term direct economic gain, Moscow undoubtedly

+r3 .




g?factured goods exports ;Ind rectly,

P "l:"'."

Jﬁo the United States

the'receipt of MFN would be of valuefto the exten that it

e : g i
'3sign fie ”angimproved economic climate and encourages Us

jfirms. 0. cnter into negotiations with the USSR.

i h%redits.ljatua mininum, the USSR would like aLsurances
that?it can countjdnl;uhstantial us government-bacred tinanc-
_ing over the next'?i%e years.; Currently, western credit
'lines which have been made available to the USSR . are under-

.utilized°‘the availability of US credits would thus not |

necessarily lead:to a rise in: overall Soviet purchases under

gjcredits but would enable the USSR to divert some of its our-

jchases to the United States.

, i ‘A Trade Agreement.; According to the Trade Act Tf 1974, a

trade agreement must be signed before MFN may be extended to any

,given country The Soviets would consequently almost certainly
i l

like to conclude an updated version of the 1972 trade pact. which

'would.-- at a minimum - address the MFN and credit issues.
A Long-term Cooperation Agreement. The Soviets would

G } ) |
probably like to set the groundwork for a more comprehensive

’qUS government involvement in trade issues. Aside from obtain-

gﬁfing credits and MFN, Moscow would probably like to conclude

"fan overall cooperation agreement similar to the trade and

fffcooperation pacts it has signed elsewhere in the west.i.f
,: Rmxmed(hmhuAgmamenthfsnahiismxs‘ananotzxsohmd.hxthelﬁlauaal,

““talks on this subject scheduled at the end of May in Moscow,, :
E'E‘_fthe topic might arise at the summit. The SQViets possibiy
?5€might ask the U° to raise the purchase limits stipulated by
Ethe grain agreement avobe the 8—million ton ceiling in the

’f:next Long Term Agreement Year.‘
o ‘ 13




Technology‘Transter.‘“The SOViets Clearly desire the eilimi-

- l

nation of present controls on the export of petroleum technology
and equipment;‘ President Brezhnev might 5tress the importance

,for detente of continuation of the bilateral exchanges on science

t

and technology. The major issue outstanding at the moment is
renewal of the energy agreement, whicb comes up for resolution
_at .a Joint Commission meeting in June. The US has proposed a
three-year renewal, while the Soviets want a full five—year
term. The access to UsS work in the energy field provided by
" the agreement is highly valued by Soviet scientific leaders and
energy administrators.‘

Restraints in Military Spending. Along with apprehension

over. US advances in military technology and a desire to restrain

NATO modernization, economic constraints.

__, may induce President Brezhnev to offer new proposals

for expediting ongoing arms negotiations or speeding up
SALT III. On the other hand, if Brezhnev tables only a
variant of earlier Soviet proposals for a mutual reduction
of military budgets, this should not be seen as a .reflection
of Soviet economic difficulties or as a serious arms control
measure. Previous proposals of this sort have not provided
for verification, and the Soviets are aware of US objections
to them. : : .

" What the Soviets Will Pay

At the present juncture, economic difficulties will

not forco the Soviet leaders to make significant concessions




BASRE §

to the United sctates in areas considered by tnem to bhe
central to the ﬁSSR‘S.ecOnomic, political, and military

‘ securitv intereste, or uo its global great power aspira-

| tions.w The debate on the Soviet side is likely to! be over

concessions at the margin, largely eccnomlc but paLtly

political and military. Here it is probable that the

leadership is divided on how far to go. Accordingito a

recent .account. by [f , ) “
! ] i,'the subject of expanded trade with

the US had been discussed "seven times" by the Politburo,
with members split over the issue of assisting the US
Administration in resolvinj the problems posed by the

Jackson-Vanik Amendment. C:j S

! ’ was ordered by

the Politburo to attend the recent US-USSR Dartmouth Con-

N

ference in order to inform the leadership of any new

developments in the trade fielc

Perceptions of Leverage. The Soviets probably feel

that they have a substantial capacity to resist US lever-

age in the economic sphere, and that this capacity will

permit them to minimize any non-economic concessions we

might demand at Vienna in return for greater access to US
technology, goods, and credits.v They think, with justification,
that their import needs -- with the exception of grain and to
gome extent petroleum equipment -- can 1if necessary be

largely satisfied outside the United States.

s




The Soviets also see certain political forces within
'the US working in their favor., They are fully aware . of the

nbstacles Lhat.conatrainius manipulation of grain exports

‘for political ends'L;They think, not’ yithout reason, that

theytcanfcountf%h eoésiderable pressure.fiom US business

circles ror'a‘reia%ation!of trade constraint. And in |

FWashington theydobserve;that Congresstand the Administra—
{.

tion nowyappear' ctiVely,interested in resolving ﬁhe issues
of MFN and credits. : . : ‘ i
t

"Good Behavior in the Third World. On the basis of

experience to date, the Soviets have no good reason to

believe that what they do in Africa, the Middle East, or
elsewhere in the Third World significantly affects their

econonic relations with Western industrialized natlons

other than the US, and they must seriously doubt wh«ther

it even has any lasting impatt on economic Lies with the
1. '-] I

Us. The SovietStcount upon the need of Western countries

for their business, and competition among these countries,
|
to counter any tendency toward collective Wastern attempts

to use trade to inhibit an agqressive Soviet foreign policy

in Third wOrld countries. What inhibitions there may be

’lin promoting Soviet objecoives in these regions arise more

'from political and military than economic considerations

16




_ Civil ngnts.A From President Brezhnev 8 standpoint the
c._ . e . ;' ! l

recent emigration.deoiaion rapresenta a, real concession to
R * I ' f

and it is| doubtful whether he will be .,

to American pres

willing to go muchffurtherldown!this path. ‘It is highly unlikely

' RESRIP VI

that President BreLhnev;would or'could provide any assurance -

,_ -‘I:l'-.:=:1
i

“*4 that could be seen to link Soviet emigration

policy and trad_.y
P e |

- ' have recentl
" s l Y

indicated, however, that President Brezhnev would be receptive

written or verbal

I

to an‘approach that treated emigration and trade as quite seperate
agenda items.i Them seem to suggest that President Carter could
raise the emigration issue in the context of a question about
Boviet views on implementation of the Helsinki accords, which
;would give President Brezhnev an opening to observe that Soviet
emigration policy was in line with Helsinki, that large numbers
of people were currently emigrating, and that this level cf
emigration would be maintaincd in the future provided that there
Ewere suffiCient applicants to maintain the flow. This statement

_would provide the assurance President Carter needed, without a
I

,politically unacceptable explicit obligation on the Qoviet side.

‘'Following such an’ exchange, the ‘trade issue could be treated

completely on its own, with no reference to emigration.
The Soviets probably will not dencunce a Presidential

finding that they are in compliance with Jackson-Vanik if this

| |
i . :
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finding ana Louaressional action on it are presented ‘in
[ g |
vtemperate terms and as‘discretely as possible - perhaps in
‘-::|| '_-.l .
Atandem with authorizatﬁon ‘af MFN for China.: If a waiver or

repeai of Jackson-danik is.not forthcoming or is nctifollowed
l~_.‘ |
lby guaranteed largeyand continuing credits, then the|incentive

to permit continued‘large-scale emigration would be reducod.
TA grant of MFN to|China”but not‘the USSR would reinforce the
Soviet's worst susnicigns of us.and -- at a ‘minimum %— evoke
ha-forceful denunci tionnand demonstrative cutbacks of contracts
wherever possihlej ' ?

Economic Concessions. President Brezhnev wili almost

'certainly dwell upon’the bright prospects for compensation

jdeals, and is un%ikely to raise the question of forms of

Us participationlinside the USSR that involve equity,
production sharing, or: even quality control. However,
what he would say if pressed on these issues is uncertain.

Lenin himself encouraged concessionary deals when the young
v =f.-| :
Soviet economy was in serious trouble,'and there were many
I'A
of them in the 19208. 'Poland and Hungary (not to mention

‘Romania and Yugoslavia) today permit equity participation

'in their economies by Western firms, such ‘as Volvo. in
‘Hungary -- presumably with Soviet acquiescence. More flexi-
bility in this matter could be very beneficial to the

Soviets, espeoially in offshore oil exploration and develop—

l

g
mant and in the energy field in general. There is, strcqg
3
evidence that some Soviet officials would approve a softer
|

line here, althdugn the issue is controversial.
! ; , ’P
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